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POSTWAR TAX PPRNS 


THREE noteworthy contributions have recently been 
made to postwar tax plans. They are the Twin Cities 
Plan, the Ruml-Sonne Report for the National Planning 
Association, and Professor H. M. Groves’ study for the 
C. E. D. In some respects these plans are in general agree- 
ment, and in one, to be discussed presently, a marked 
divergence of views appears. 


All of the reports stress the desirability of vigorous 
private enterprise after the war. They are likewise in accord 
on the desirability of a high national income, although the 
relation of income to employment is not correctly perceived 
in all cases. For example, the Twin Cities Plan postulates 
that a national income of $120 billion at 1942 prices will 
be necessary to avoid substantial unemployment.1 This puts 
the cart before the horse. The national income is the re- 
sult, not the cause, of employment, unless people are to 
be “employed” through government spending which takes 
no account of the value of the services performed. It would 
be more correct to say that with reasonably full employ- 
ment, income payments made for producing the goods and 
services that would be created, valued at 1942 prices, might 
be of the magnitude of $120 billion. 

The Ruml-Sonne Plan starts with the assumption of high 
level employment and concludes that such employment 
would result in a certain volume of money income pay- 
ments. This report estimates that the employment of 55 
million persons at 40 hours a week would result in $140 
billion of income payments at 1943 prices.2 

Professor Groves submits no specific assumptions but 
refers to the general agreement as to the need for high 
postwar levels of production, employment, and national 
income.3 





1 The Twin Cities Plan—Postwar Taxes, R 26. 
2B. Rumi and H. C. Sonne, Fiscal and Monetary Policy, p. 9. 
* H. M. Groves, Production, Jobs and Taxes, p. 9. 
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An impo tail asperof the problem of national income 
is the questio ‘o get it down from the fantastic, 
inflated war level to such amount as is assumed to be the 
desirable postwar normal. The technique of building up, 
or inflating the national income has»become fairly familiar 
as a result of the recent experiences in that direction. But 
no one of the experts on national income has proposed a 
technique for reducing it. 

Whether a decline of national income is to be an or- 
derly or a catastrophic event will depend on the degree of 
employment that is maintained during the process. The 
first step during the reconversion process will probably 
be the elimination of overtime work and pay. There should 
also be some adjustment of wage rates, for many persons 
have been receiving pay, under war production conditions, 
which has no reasonable relation to the value of the ser- 
vices performed if the product must be sold in the market 
instead of to the government. With a sufficient flexibility 
of wage rates, employment can be maintained as the income 
aggregate declines. If wage rates remain rigid or are ad- 
vanced, the reduction of national income is likely to be 
caused by extensive unemployment. The establishment of 
unemployment compensation at a figure approximating em- 
ployment earnings would make it easy to take the latter 
course, and will strengthen the charge of the planners that 
private enterprise could not supply jobs. 


The three reports accept similar levels of federal ex- 
penditures. The Ruml-Sonne report suggests $18 billion, 
exclusive of social security and debt retirement. The Twin 
Cities Plan uses the same figure, and Professor Groves 
thinks it will be $20 billion, presumably with social se- 
curity and debt retirement excluded in both cases. This 
writer believes that a good case can be made for a federal 
budget of no more than $11-12 billion with the same 
exclusions. 
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The scope of the budget is the necessary starting point 
in any discussion of tax revision. Far less attention has 
been given to this subject than to the details of tax re- 
vision, which is as if a navigator were to lay a course for 
his home port without bothering to find out where he was 
at the time. 


The Ruml-Sonne Plan and the Groves Plan oppose a 
federal sales tax, while the Twin Cities Plan accepts such 
a tax as a practical means of taxation open to the federal 
government. The discussion for and against this tax in the 
three reports is a re-threshing of old straw. Far more in- 
teresting and significant is the divergence of views with 
respect to the taxation of corporations. This divergence can 
be indicated by the following statements: 

The Twin Cities Plan proposes a corporation tax rate of 
40 per cent. In support of this rate, it says: 

The thesis of this study is that relatively heavy 
corporate income tax rates are not as hdrmful to the 
private enterprise system as are heavy individual in- 
come tax rates, for the reason that the latter shut off 
at the source all possibility of venturing of capital by 
individuals. 


The Ruml-Sonne Report takes the opposite view, namely, 
that the corporation income tax should be eliminated en- 
tirely, except for a nominal franchise tax of 5 per cent. 
From the standpoint of the functioning of the enterprise 
system, the authors of this plan offer the following justifi- 
cation of their position: 


Business judgment as to what is economically sound 
in terms of expenditure, pricing, capital transactions, 
and the like is distorted by tax considerations, and the 
higher the federal tax the greater the distortion. At 
the present high corporate rates, the tax consequences 
of business transactions have become a dominating 
factor in corporate management, often outbalancing 
economic desirability. 

Professor Groves agrees that business incentives are im- 
peded more by taxes imposed on business as such than by 
personal taxes levied on the investor. He emphasizes, how- 
ever, an aspect of the problem which is not stressed in the 
other reports.4 


The objective of integrating the corporate and per- 
sonal taxes should not be lost, however, in the debate 
on specific methods. This modification is the most 
urgent of all changes needed for the adaptation of the 
tax structure to our postwar production and employ- 
ment requirements. 

The logical, direct, and uncompromising solution of the 
integration problem, in Professor Groves’ view, would be 
to collect in some way from each stockholder a tax such 
as would be paid were all earnings to be distributed each 
year. In other words, the goal of integration is the taxa- 
tion of corporation earnings as a direct burden on the 


* Groves, Op. cit., p. 49. 





several shareholders, whether distributed to them or not, 
at the full rates of the progressive income tax. He does 
not go this far in his plan. 

Clearly the doctors do not agree. In this case the doctors 
are unanimous in their desire to do the right thing by 
their patient, which is the private enterprise system. But 
economic doctors are even more likely to disagree than 
the other kind. One reason for this is that the economic 
doctor does not usually seek to diagnose and prescribe for 
a particular ailment. Too often he is trying to reform his 
patient as well as cure him, and sometimes he is more 
interested in the reform than in the cure. Always he 
approaches his problem with a certain idealogical equip- 
ment of preferences and prejudices, and it is usually neces- 
sary to temper the prescription to the political circum- 
stances of the time. For example, Professor Groves be- 
lieves that surtax rates should come down by a quarter of 
a third, but he says:5 

Some restraint in reducing surtaxes is required, 
however, if an adequate standard rate is to win 
support. 

In other words, however good the case, on economic 
grounds, for a substantial reduction of surtax rates, it may 
not be possible to reap the full advantage of the needed 
reduction because of the long period of indoctrination of 
the idea that the income tax is to be paid at progressive 
rates by only a small proportion of the population. 

The ideological backgrounds of the respective reports 
are fairly evident, but such matters are of less concern 
than the specific tax proposals. In particular, the several 
plans for dealing with the corporation invite comparison. 

The Twin Cities Plan would permit the individual to 
deduct 40 per cent of his dividend income, and require 
him to pay normal tax and surtax on the other 60 per 
cent. The aim is to assure that in no case will the burden 
on the stockholder exceed 50 per cent of the dividends 
received. Under the scale of surtax rates recommended, 
the 40 per cent deduction would accomplish this result. 
That the percentage deduction happens to coincide with the 
proposed corporation income tax rate is said to be for- 
tuitous. 

In practice, the proposal to limit the stockholder’s bur- 
den to 50 per cent of the dividend income received largely 
nullifies the individual surtax rate scale that is suggested 
in the event that no sales tax is used. That scale reaches 
52 per cent at $100,000 of the net taxable income. It is 
well known that dividends bulk large in the high income 
brackets. Long-term capital gains, also important in the 
high brackets, are already receiving preferential treatment 
and the plan advises continuance of this practice. The 
most important other source of income in the high brackets 
is income from fiduciaries. To the extent that it consists 
of dividends, the proposed limitation of burden would 


5 Groves, Op. cit., p. 4. 
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to the management and investor groups, there must also 
be a consumer group. It is generally assumed that all that 
is required to maintain consumption at a high level is to 
provide the consumers with plenty of money to spend. 
This notion underlies the pump-priming doctrine. But 
there must be a rich variety of goods capable of satisfying 
consumer wants and priced at levels which tempt in- 
dividuals to prefer the goods rather than the cash, if high 
level consumption is to occur. The so-called “propensity 
to consume rather than save” is a function of the quality 
and price of merchandise as well as of income. 

Federal taxation bears only indirectly upon this aspect 
of the case. The improvement of quality and the develop- 
ment of variety in goods are part of the task of manage- 
ment, and the release of managerial energy for this task 
by simplifying the form and reducing the burdening taxa- 
tion will enable management to cope more successfully 
with this task. Since labor costs are a much larger factor 
in total costs than taxes, the maintenance of large volume 
production and consumption is even more dependent upon 
flexibility in wages than upon flexibility im taxes. 

Messrs. Ruml and Sonne believe that removal of the 
corporation tax would result im lower prices and higher 
wages as well as greater earnings for stockholders. They 
suggest that the saving in corporation taxes might result in 
$3 billion of additional dividends and about $8 billion to 
be apportioned between price reductions and wage in- 
creases. 

The notion that a reduction of the corporation income 
tax would lead to lower prices involves the assumption 
that this tax enters into prices. Professor Groves says that 
elimination of the duplication of corporate and individual 
taxes would result, among other things, in a reduction of 
prices. 

Such assumptions are open to challenge. Every business 
concern strives to sell as much as it can at the best prices 
that can be obtained, and to keep costs as low as possible. 
Heavy taxes breed indifference to all deductible costs, as 
the excess profits tax has demonstrated. Heaxy taxes may 
generate indifference to volume of production and thus 
lead to higher prices. This, again, is a question of motiva- 
tion rather than of tax shifting as such. 

There can be no question, however, of the effect on 
wages. Tremendous pressure for higher wages would imme- 
diately follow the elimination of the corporation tax, and 
few would doubt the success of the kind of campaign 
which would be conducted to secure this result. But if 
wages were to rise by as much as the saving in corporate 
taxes, there could be no reduction of prices and no increase 
of dividends. The question would then arise whether the 
kind of personal income tax which these authors have in 
mind would be such as would derive increased taxes from 
the income levels into which the wage increases had gone. 

They are not willing that a sales tax be used for this 
purpose. Rejection of this tax is based principally on the 


argument that it is deflationary and it is assumed that when 
deflation is required it can be achieved by adjusting income 
tax rates. They concede that if this is not done a sales tax 
may be inescapable. 

The term ‘‘deflationary,” means, or should mean, a 
tendency toward a sharply lower price level, in contrast 
with the meaning ordinarily given to the word “infla- 
tionary.” In a Treasury study of the sales tax, some em- 
phasis was given to the inflationary possibilities of this 
tax,7 although it is generally accused of being deflationary. 

In such discussions, the ceference appears to be to the 
over-all spendable income and not to prices. The deflation 
of prices is supposed to occur because the taxpayers can 
buy less, after the tax, and the accumulation of unsold 
goods forces prices down. 

But this argument ignores the use which government 
makes of the tax revenues. In fact, government spending 
sends the money back into the market again. The public 
employees, the employees of contractors who supply mate- 
rial or engage in public construction, the recipients of 
interest payments and of the public aids, bonuses and sub- 
sidies, come into the market to spend the money taken 
from the taxpayers. If large payments were made to banks 
and if the banks did not expand private loans as their 
holdirgs of public debt were reduced, there could be a 
decline of over-all purchasing power unless the reduction 
of quantity were offset by greater velocity of circulation, as 
it could be. 

It is quite misleading to appraise the effects of taxation 
in terms of quantitative changes in the price level. This 
argument is always dragged in to bolster the opposition 
to a particular tax, usually the sales tax. A more accurate 
basis for judging the effects of a tax is in terms of motiva- 
tion. What is the reaction of the individual to this method 
of taxation versus that method? 

It is interesting to speculate on the results of the kind of 
integration of sales and income tax which this writer has 
proposed.8 The Ruml-Sonne report gives the following 
data on income distribution and income tax:9 


Gross Income 
After Reduction 


of Corporation Tax 

Net Income Class Number of Recipients ax Yield 
(Millions) (Billions) (Billions) 
Under $1,000 .............. 18.9 $13.4 $0.34 
$1,000-2,000 .......0...00.. 22.8 36.5 1.97 
; Se OR a 41.7 $49.9 $2.31 


If the income tax floor were to be raised so as to exclude 
these groups, and a sales tax were to be introduced, that 
tax would replace the income tax for some 40,000,000 
odd income recipients. If they had to pay a 5 per cent 
sales tax on the expenditure of their entire gross income, 
the tax that they would pay would be $2.5 billion, as 
" Sales Tan ahah ha ar an Respecting a Federal Retail 


8 The Tax Review, October, 1943. 
® OD. cit., p. 40 
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also apply. Taking into account the large proportion of 
the high bracket income that would be limited, under the 
plan, to a 50 per cent burden, the bottom falls out of the 
surtax scale which rises to 65 per cent on net incomes over 
$500,000. Beyond 50 per cent, this scale becomes only a 
futile gesture so far as revenue is concerned. The effective 
tax rate on net incomes of $500,000 is 65.55 per cent, but 
if the income consists of dividends the effective rate is 
43.8 per cent. Except for the effort to make a concession 
to the progressive taxation extremists, the surtax scale 
could as well have been leveled off for all income at the 
point where it is proposed to be effective for dividends. 
Messrs. Ruml and Sonne also admit that their proposed 
top surtax rate of 50 per cent is designed to reflect con- 
siderations of social rather than fiscal policy since relatively 
little is contributed to the revenue at this rate.6 

The authors of the Twin Cities Plan lack full confidence 
in their proposed surtax scale, for they say: 

Even with the dividend credit given it is not certain 
that risk ventures would be undertaken by those in 
the upper brackets where taxes would still be taking a 
substantial part of any income received. Unless this 
type of investment is made in large amounts, it will 
not be possible to maintain substantially full employ- 
ment at high wages. 

The Ruml-Sonne Plan may be compared with the Twin 
Cities Plan in terms of the yields of the taxes recom- 
mended: 


Tax Ruml-Sonne Plan Twin Cities Plan 
(Billions) 

Individual Income ....................06+ $13.0 $ 5.0 
Corporation Franchise and 

Retained Earnings ..............00. 1.0 5.0 
IN he igicacitniicisnsabienal —_— 2.8 
Excises and Miscellaneous .............. 4.0 5.2 
BORER ne eee Sea MA $18.0 $18.0 


It is possible to get $13 billion under the individual 
income tax, in an $18 billion budget, but it is by no 
means clear that it would be wise to do so. Revenue sta- 
bility is highly important, and federal experience with net 
income taxes reveals an extraordinary degree of instability 
with varying economic conditions. The remarkable record 
of the British revenues, which are derived in almost equal 
proportions from direct and indirect taxes, deserves careful 
consideration in our postwar tax planning. 

From this standpoint the diversity of revenue sources 
in the Twin Cities Plan offers a definite advantage over 
the narrow base and heavy concentration of taxes in the 
Ruml-Sonne Plan. The latter, having put so many of its 
eggs in one basket, must then watch that basket most care- 
fully. That is, there must be no recession of business 
activity, no slackening of employment, no decline of income. 
Messrs. Ruml and Sonne believe that the federal govern- 


6 Ruml-Sonne, Op. cit., p. 40. 


ment can and should so control the economy, through 
budgetary operations, as to avoid upsetting the basket of 
eggs. This evidently involves pump-priming deficits on 
occasion and a steady growth of the public debt, for it will 
never be convenient to begin debt redemption. Such control 
is also likely to interfere with the vigorous operation of pri- 
vate enterprise. Professor Groves says that an economy run 
by its tax system is the tail wagging the dog. But what of 
the economy that is run by manipulating the public debt? 
Perhaps the best answer is that it doesn’t run, it is pushed 
to wherever its rulers think it should go. 

The divergent views on the anticipated volume of na- 
tional income and on the tax treatment of corporations in 
these two reports lead to some interesting variations in the 
proposals for the individual income tax. 

The individual income tax rates may be briefly com- 
pared as follows: 

Twin Cities Plan Rum!-Sonne Plan 
Assumed National Income.... $120 billion $140 billion 
Normal Tax Rate............0+ 10 per cent 16 per cent 
Sena, RANE Gasper ssicasicpeasntine 6-50% per cent 1-50 per cent 
Income Exempt from Surtax $2,000 $2,000 
Income Subject to Maximum { Over { $200,000 

IE TI isi sastitdeecctuaiieens ) $300,000 ) and over 

In view of the similarities in the rates, the difference 
in estimated revenue is surprising. The Twin Cities Plan 
is estimated to produce $5 billion, while the Ruml-Sonne 
Plan is estimated to produce $13 billion, in individual 
income taxes. 

The issue of tax policy involved could not be more 
squarely joined. One group of businessmen seeks a mate- 
rial reduction of personal income tax rates on the ground 
that the individual investor must be motivated to take 
risks and to supply venture capital. This logic is marred 
by limiting the tax advantage to dividend income, since 
the funds for new investment will come from all forms of 
income, insofar as the taxes leave any margin to be in- 
vested. 

In contrast, another group of businessmen proposes to 
transfer the bulk of the tax load to individuals, on the 
theory that management should be free to make decisions 
without the complications and distortions of taxation. 

There is an element of truth in each position, and in 
the writer’s opinion, an element of error also. The success 
of a business venture, once launched, depends largely on 
management, and the managers are often more concerned 
with the welfare of the business unit, as such, than they 
are with what the shareholders may get out of it. On the 
other hand, management could not be successful for very 
long without the individual investors who provide such 
capital funds as are needed for old and new business. 
Neither management alone, nor the investors alone, can 
provide a vigorous and prosperous economy. In addition 


® The rates to be applied if a sales tax is also levied. Without a sales tax, 
the surtax rates would rise to 65 percent on income above $500,000. 
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against $2.3 billion under the income tax. Thus, the dif- 
ference in assumed deflationary effect would be negligible. 
Actually, they will not be subject to sales tax on all ex- 
penditures, for rent and some services would not be in- 
cluded. If those exclusions amounted to 25 per cent of 
gross income, the sales tax on these groups would be about 
$1.9 billion. Even on the basis of the deflationary argu- 
ment, such a sales tax would be less damaging than the 
proposed income tax, at the levels of income shown above. 

The Ruml-Sonne proposal to remove the corporation tax 
is accompanied by the suggestion that provision be made 
to prevent the corporate form from being used as a refuge 
from the personal income tax, from building up uninvested 
and untaxed corporate surpluses, and from securing undue 
advantages over partnerships and unincorporated busi- 
nesses. 

The report does not suggest specific preventive mea- 
sures. In a summary tabulation of tax rates there is a 
rate of 16 per cent on undistributed corporate earnings 
to which no reference is made in the text.10 The com- 
bined normal and maximum surtax rates would rise to 
66 per cent at $200,000 and it is not clear if the 16 per 
cent rate on retained earnings is considered adequate to 
prevent the improper corporate accumulations that are 
pointed out. 

If it is not, and if the practices mentioned are deemed 
serious enough to be dealt with drastically, the alterna- 
tives thus far developed would be either a penalty tax or 
discretionary official control over the amounts retained. 

In either form, the tax problem is back again in the 
lap of management. Instead of having the worry of taxes 
on total earnings, the corporate managers would have the 
problem of persuading an official that there was a good 
case, with no ulterior motive, for the retention of earnings, 
or they would have the problem of choice between sub- 
stantial distributions and a penalty tax on earnings retained 
for even the most legitimate purposes. 

The problem of undistributed earnings engages the seri- 
ous concern of Professor Groves, for this is the core of 
his emphasis upon integration of corporate and individual 
taxes. He examines three proposals. 

The first is an option to the small corporation to be 
taxed as a partnership, which involves stockholder consent 
to pay the tax on pro rata shares of corporate earnings. 
This is an attractive device, but as a means of encouraging 
growth through the ‘‘plow-back” of earnings it would be 
available only to those who had other sources of income 
than that from the corporation involved. It is obviously 
impractical for large, widely-held companies, and any 
attempt to enforce it generally would lead to disastrous 
liquidation of share holdings. 

The second is the elimination of the corporate tax as 
such and taxation of capital gains at the full individual 


11 Groves, Op. cit., p. 46-47. 





rates. This would involve long delay in some cases and, 
with complete offset of losses, a logical necessity of the 
scheme, it would gravely endanger the revenues, since the 
shareholder could always arrange his buying and selling 
operations so as to minimize the net tax payable. 


The third proposal is to regard the corporation tax as a 
withholding levy and an advance payment of tax for stock- 
holders if and while earnings are retained for reinvestment. 
This device is recommended for most corporations. The 
tax on the undistributed earnings is to be taken as a credit 
by the stockholder in the case of deferred dividends or in 
the case of capital gains. The procedure for the credit is 
suggested to be as follows:11 


Perhaps the simplest procedure would be to require 
each company to compute and report annually the tax 
on undistributed profits per share of stock outstanding. 
The sum of such taxes during the period of stock 
ownership would be the tax credit to be taken up by 
the stockholder subsequently reporting a capital gain 
or loss. 


Professor Groves admits that this plan is far from simple 
but thinks it is not prohibitively difficult. The difficulty 
would be less, though still enormous, if all investors held 
stocks for fairly long periods. But in an active market a 
given block of shares will change hands many times in the 
course of a year. Apportionment of the year’s tax credit 
among the numerous holders who are in or out of it during 
the year becomes frightfully complicated. In fact, since a 
new stock certificate is issued with each transaction, the 
identity of a particular share against which the tax credit 
is to be applied is quickly lost. 

Other questions and difficulties pile up as the project 
is examined. To whom would the corporation send the 
notice of the tax per share? Being an annual statement it 
might go to stockholders of record as of December 31. But 
the printing and distribution would take time. Would 
trading in the stock virtually dry up until holders of record 
were advised of the amount of tax credit? The amount 
might be an important consideration in the decision to 
sell. The existence of an option to apply a tax credit 
could introduce a new speculative factor into the stock 
market. 


The amount of reporting, examining and auditing that 
would be required to trace all transactions in all stocks 
during a year, in order to verify the propriety of tax 
credits claimed, would be appalling. In terms of both cost 
and annoyance it would be far too high a price to pay for 
the kind of integration of corporate and individual taxes 
which Professor Groves seeks. 


If this writer understands the Groves Plan correctly, it 
involves a discrimination in favor of the ordinary corpora- 
tion and against partnerships and the small corporations 
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that elect to be taxed as partnerships. For example, if the 
election is made, the stockholders pay the tax on their pro 
rata shares of total earnings, but they have no tax credit 
to be applied against subsequent dividends or capital gaigs. 
This is equally true of partners. 

On the other hand, if the corporation pays the tax, the 
stockholders get less current income, but they have a credit 
applicable to subsequent capital gains. Again, the partner 
is out of luck, for the partnership has no option of paying 
a tax for its members, and the taxes paid by a partner are 
not to be considered if he should realize a gain at his 
withdrawal from the partnership. 

Despite the critical tone of this review, the writer wel- 
comes all of these reports as useful and stimulating con- 





* 
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tributions to a large and difficult problem. The key to a 
happy and sensible solution is moderation, but there can- 
not be moderate taxes without moderation in expenditures ; 
and there can be no moderation in expenditures if the 
federal government is to be regarded as a source of bounty 
for everyone who has a little trouble with his own finances. 
If the aids and grants and bonuses and subsidies were 
cleaned out and kept out of the federal budget, there could 
be such moderation in taxes as would make almost any 
postwar tax program acceptable and feasible, with liberal 
room for debt retirement beside. 
HarLey L, Lutz 
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